United States Court of Appeals 
for the Second Circuit 



APPELLEE'S BRIEF 





1 


i 


0 



To be ar gued by 
Stephen Greiner 


limtrti glatrs (£øurt øf Appralø 

For tlie Second Circuit 


Docket No. 7T2048 


COMPETITIYE ASSOCIATES, INC 


Appellant 


LAVENTHOL: KREKSTEIN, HORWATH & HORWATH. MOR¬ 
TON DEAR, ROBERT E. BIER and THOMAS MARTINO, JR., 

Appellees. 


On Appeal From the United States District Court for the 
Southern District of New York 


BRIEF FOR DEFENDANT-APPELLEE LAVENTHOL 
KREKSTEIN HORWATH & HORWATH 


*| NOV 27 1974 


Willkie Farr & Gallagher 

Attorneys for Defendant-Appellee 
Laventhol Krekstein Horwalh & 
Honvath 

One Chase Manhattan Plaza 
New York. New York 10005 
(212) 248-1000 


Lous A. Craco 
Stephen Greiner 
Richard L. Feller 

of Counsel 


1 
























TABLE OF CONTENTS 


PAGE 

Preliminary Statement . * 

State.ment of Issues . 2 

Statement of the Case . 

The Complaint. 

The Summarv Judgment Motion of LKH&H .. 6 

The Facts Established by the Record . 8 

Summary of Argument . 12 

Argument: 

I. Since LKH&H’s alleged fraud was not “in 

connection with the purchase or sale” or 
“in the offer or sale” of a seeuritv by plain- 
tiffs, the federal securities law claims against 
LKH&H are defective. 13 

Appellant’s Conspiracy Theory . 24 

II. Upon the record here, the Histrict Court cor- 
rectly determined that \ amada had not becn 
liired in relianee on financial statements certi- 
fied by LKII&H and, accordingly, plaintiffs’ 
federal claims against the accounting defend- 

ants were properly dismissed . 27 

Relianee Is An Essential Element of 

Plaintiffs’ Case . 27 

Absence of Relianee by the Plaintiffs ... 30 

Propriety of the Histrict Court’s Con- 

sideration of the Randolph Testimonv 33 

Appellant’s Failure to Establish Causa- 
tion . 




















ii 

PAGE 

Til. PlaintiflV stato lnw claims against tho ac- 
eounting defondants shouhl also bo dismissed 
booauso tho Tourt laoks pendont jurisdiktion 
thoroovor and booauso tho undisputed faots 
donionstrato that suoli claims aro fatally do- 
foctivo as a mattor of stato law. 40 

IV. Plaintiffs did not introducc any ovidonco in 
opposition to tho facts udduced by LK11&11 
upon tho motion for summary judgmont; ac- 
cordingly, u]>on tho rocord horo, dismissal ot 
tho complaint as to tho accounting defendants 
was mandatod . 41 

Conclusion . 46 


Tablo of Authorities Citod 


Capes : 

Affiliated Ute Cif isens of Uf ah v. United States. 

406 l*.S. 128 (1072) . 28 

Auto Di ive-Aieai/ Co. of Hialeah v. Interstate 
Commerce Commission, 260 F.2d 446 (f>th Cir. 

196(5) . 33,34 

lianeo de Espana v. Federal Ursen e Hank, 114 
F.2d 438 (2d Cir. 1940) . 36 

Heal v. I.indsat), 468 F.2d 287 (2d Cir. 1972). 42 

Hhon v. Campbell, 355 F.Supp. 1220 (1). Md. 1972) 36,37 

Holger v. Lai enthol, Krekstein, Horwatli <(' Ilor- 
wath, CCll [1973-1974 Transfor Binderi Fed. 

Ser. L. Hep. H 94,618 (S.D.N.Y. 1974) . 18 

Hooth v. Anaeonda Co., CCll [1973-1974 Transfer 
Binder] Fed. Sce. L. Itep. T[ 94,106 (N.D. Id. 

1973) . 28 













Cases (Cont’d): 


m 


PAGE 


Caddell v. Goodbodp (C Co., CCTI [1973 Transfer 
Hinder] Fed. Sec. L. Hep. U93,938 (X.D. Ala. 

1972) .21,23,24 

Calderone F.uterprises Corp. v. United Artists 
Thentre Circuit, Inc.. 434 F.2d 1292 (2d Cir. 

1971), cert. deuied, 40(5 l’.S. 930 (1972) . 40 

Competitice Associates, lue. v. Children s II orid. 

Inc.. (TU 11973 Transfer Binderi Fed. Sec. L. 

Hep. U 94,063 (S.D.N.Y. 1973) . 43,44 

('ompi titire Associates. Inc. v. I.aventhol, Krek- 
stein, Ilorwath <(' Ilorwath, CCIl [1973-1974 
Transfer Binder] Fed. Ser. L. Hep. r 94,(517 
(S.D.N.Y. 1974) . 1 

Domicil p v. Guion, 407 F.2d 290 (2d Cir. 1972) ... 42 

Felton v. Walston tf Co., Inc., CCII [1973-1974 
Transfer Binder] Fed. Sec. L. Hep. \ 94,490 
(S.D.N.Y. 1974) . 2(5,39 

Globus v. Laic Hesearch Service, Inc., 41S F.2d 
127(5 (2d Cir. i 9(59), cert. dtuied, 397 l’.S. 913 
(1970) . 37 

/ npenito v. Henncc Corp., CCH [1973-1974 
Transfer Binder] Fed. Sec. L. Hep. H 94,.»48 
(S.D.N.Y. 1974) . 17,18 

In rc Caesars I'alace Securities Litipation, 3(50 

F. Supp. 3(5(5 (IvD.l’a. 197,3) . 20,21 

Jo Ann IIomes v. Dicort tz, 2o N.Y. 2d 112 (19(59) 40 

Kapdce S,des Corp. v. Feldman, 14 Mise. 2d 793, 

184 N.Y.S. 2d lål (S. Ct. Monroe Co. 1938) ... 


41 

















Cases (Cont’d): 


PAGE 


Land)) v. F.D.IC., 486 F.2d 139 (3d ('ir. 1973), 
ccrf. derned, 42 U.S.L.W. 3394 (U.S. April 22, 

1974) .1G, 17, 20, 21, 22, 28, 29 

Mackay v. American Potash Chemical Co., 268 
F.2d 512 (9th Cir. 1959) . 35 

Matthews v. Schusheim, 42 A.D. 2d 217, 346 NA .S. 

2d 386 (2d Dep’t 1973) . 40 

Miller v. Greyvan Lines, 284 A.D. 133, 130 NA .S. 

2d 378 (4th Dep’t 1954); nff’d, 30s N.V. 853 
(1955) . 41 

Nohlctt v. General Electric Credit Corp., 400 F.2d 

442( lOth Cir.), ci rt. denied, 393 U.S. 935 (1968) 33 

Soth v. Scheurer, 285 F. Supp. 81 (E.D.N.Y. 196S) 35 


Passerieux v. Time, Inc., CCH [(urrent Tianstc-i 
Binder] Fed. Sec. L. Rcp. TI 94,805 (S.D.X.Y. 
1974) . 


26, 39 


Rascliio v. Sinclair, 486 F.2d 1029 (9th Cir. 1973) 2S 
llobin Construction Co. v. U. S., 34.) F.2d 610 (3d 
Cir. 1965) . 42 ’ 45 


Schlick v. Penn Dixie Cement Corp., I’ .-d 

(2d Cir. 1974) . 

Securities and Exchange Commission v. Texas 
Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968), 

cert. denied, 394 U.S. 976 (1969) . 

Segal v. Gordon, 467 F.2d 602 (2d Cir. 1972) .... 
Shapiro v. Merrill Lynch, Pierce, Fenner d Smith, 
493 F.2d 228 (2d Cir. 1974) . 



19, 20 
39 

28 


Shcmtob v. Sliearsun Hammill <t ; Co., 448 F.2d 442 

(2d Cir. 1971) . 

Sloan v. Canadian Javelin, Lid., CCH [1973-1974 
Transfer Binder] Fed. Sec. L. Rep. Ti 94,579 
(S.D.X.Y. 1974) . 














Cases (Cont’d): 


v 


PAGE 

Sproyis v. United Air Lines, hic., 444 F.2d 1194 

(7tli Cir.), cert. dcnied, 404 IT.S. 991 (1971) .. 33 

Strotlier v. Urent Notcli Corp., 57 F.R.P. 113 
(D.N.J. 1972) . 42,46 

Superintendent of Insurance of the State of Xew 
York v. Bankers Life and Casualty Co., 404 T'.S. 

G (1971) . 15 

Terris v. Cumnuskey, 11 A.D. 2d 259, 203 N.Y.S. 

2d 445 (3d Dep’t 1960). 40 

Ultramares Corp. v. Touche, 255 N.Y. 170 (1931) 41 

United Mine Workers v. Gibbs, 383 U.S. 715 
(1966) . 40 

Washburn v. Madison °quare Gården Corp., 340 
V. Supp. 504 (S.D.N.Y. 1972) . 26,39 

Wessel v. Bulder, 437 F.2d 279 (9th Cir. 1971) 


20, 21, 22, 23 

Zammas v. Jayid, CCII [1973-1974 Transter 
Binder] Fed. Sec. L. Bep. U 94,342 (S.D.N.Y. 

1973) . 26,39 


Federal Statutes 

15 U.S.C. §77(a) .4,13,14 

15 U.S.C. ^ 78j(b) . 4,22 

15 U.S.C. ^80b-6(l) and 80b-6(2) .4,24,25 

Federal Rules and Regulations 

17 C’.F.R. 240.10b-5 .4,13,14,16,18,22 

Fed. R. Civ. P. 9(b) . 26 

Fed. R. Civ. P. 56 . 6,8 

Fed. R. Civ. P. 56(e) . 35,42 

Fed. R. Civ. P. 56(f) .8,36,44,45 


O 
























IN THE 


ifmtrfc ^latrfi (Enurt nf Apprals 

For ihe Secoml Circuit 

Docket No. 71-2018 


-o—- 

Competitive Associates, Inc., 

against 


Appellant, 


Laventhol,, Krekstein, Horwath & Horwath, Morton 
Dear, Roiiert E. Bier and Thomas Martino, Jr., 

Appellees. 


o 


brief FOR DEFENDANT-APPELLEE laventhol 
KREKSTEIN HORWATH & HORWATH 


Preliuiinary Statement 

This is an appeal by plaintiff Competitive Associates, 
Inc. (“Competitive Associates”) from a final judgment of 
the United States District Court for the Southern District 
of New York (Griesa, J.) (“District Court”) entered on 
July 3, 1974 (203-204a)* in favor of defendants Laventhol 
Krekstein Horwath & Horwath (“LKH&H”), Morton Dear 
(“Dear”), Robert E. Bier (“Bier”) and Thomas Martino, 
Jr. (“Martino”). The Opinion and Order of the District 
Court holding that the action must be dismissed against 
LKH&H, Dear, Bier and Martino (the “accounting de¬ 
fendants”) is reported at CCH [1973-1974 Transfer 
Binder] Fed. Sec. L. Rcp. TI 94,617 (S.D.N.Y. 1974) and 
reprinted in the Appendix at 188-202a. 

* Unless othcrwise indicated, all page references are to the 
appendix (“a”) on this appeal. 
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The action is still pending in the District Court against 
the remaining defendants—Akiyoshi \amada (“\aniada ), 
Takara Asset Management Corporation (“TAMC") and 
Ira N. Smith (“Smitli”). 

Statement of Issues 

Thore are t our principal issues presented on the appeal 
of the judginent in favor of the accounting defendants: 

1. Was the District Court correct in dismissing i»lain- 
tiffs’ federal securities law claims on the ground that the 
record established, heyond any genuine issne of faet, that 
plaintilTs had not heen defrauded by the accounting defend¬ 
ants in the “offer or sale” or “in eonnection with the pur- 
chase or sale” of securities? 

2. Was the District Court correct in dismissing plain- 
tifTs’ federal securities law claims on the ground that the 
record established, heyond any genuine issue of faet, that 
in hiring Yamada plaintiffs had not relied upon financial 
statements certitied hy LKH&H? 

15. Was the District Court correct in dismissing plain- 
titTs' state law claims in view of (a) the dismissal of 
plaintiffs’ federal claims and (b) the deficiency of the state 
claims by reason of plaintiffs’ lack of reliance! 

4. Was the District Court correct in granting summary 
judginent against plaintiffs in view ot the faet that their 
sul »mission failed to set fortil riny specific facts sliowing 
that there is a genuine issue of material faet for trial? 
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Slalcment of tlie Case 


Tiie Coinplaint 

Plaintiffs Competitive Capital Corporation* (“Com- 
petitive Capital”) and Competitive Associates instituted 
this action on May 9, 1972. (3a.) The parties to the action 
are identified in the complaint as being the following dur¬ 
ing all pertinent times: Competitive Capital is a registered 
investment advisor under the Investment Advisors Act 
of 1940 and the fund manager for Competitive Associates; 
Competitive Associates is a management open-end invest¬ 
ment company registered with the Securities and Exchange 
Commission pursuant to Section 8 of the Investment 
Company Act of 1940; defendant Yamada is an indi- 
vidual residing in New York; defendant LKII&H is 
a firm of public accountants; defendant Dear is a partner 
of LKH&H and defendants Bier and Martino are employees 
of LKH&H; TAMC is a portfolio management company 
which managed a portion of the portfolio of Competitive 
Associates during the period from October 1970 through 
May 1971: defendant Smith is a partner in the law firm 
of Feiner, Curtis, Smith & Goldman. (ll-13a.) 

The complaint contains five unnumbered counts. Only 
the first two counts, comprised of paragraphs 11 through 
16, purport to allege elaims against LKH&H and the 
other accounting defendants. The first count alleges, inter 
alia, that; 

“In carhj 1971, Defendants Yamada, Laventhol, 
Dear, Bier and Martino singly and in concert, 
directly and indirectly in connection with the pur- 
chase and sale of securities disseminated or caused 
to be disseminated to Competitive Capital and Com¬ 
petitive Associates financial statements for Takara 
Partners, a limited partnership organized under the 

* Competitive Capital Corporation did not appeal the dismissal 
of the complaint as to it. 
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laws of New York for the purpose of investing in 
securities, of which Defendant Yarnada was a gen¬ 
eral partner, which financial statements were cer- 
tified by Defendant Laventhol, and which included 
an income statement for the period from July 16, 
1969 (inception) to December 31, 1969 and a balance 
sheet as of December 31, 1969. . . (Emphasis 
added.) (13a.) 

The complaint then sets fortil, in some detail, certain of 
the representations contained in the certified financial 
statements and the respects in which those representations 
are alleged to have been false and misleading. (13-15a.) 
The first count ends—as it began—with a totally conclu- 
sory allegation (paragraph 14), that, by reason of the 
activities deseribed, defendants Yarnada, LKH&H, Dear, 
Bier and Martino violated Seetion 17(a) of the Securities 
Act of 1933 (“1933 Act”), 15 U.S.C. $77(a), Section 10(b) 
of the Securities Exchange Act of 1934 (“1934 Act”), 15 
U.S.C. § 7Sj(b), Rule 10b-5 of the Securities and Exchange 
CommDsion (“SEC”) promulgated thereunder (“Rule 
10b-5”), 17 C.F.R. 240.10b-5, and Sections 206(1) and (2) 
of the Investment Advisors Act of 1940 (“Advisors Act”), 
15 U.S.C. §§80b-6(l) and 80b-6(2). # * ** Competitive Capital 
and Competitive Associates are alleged to have suffered 
damages in the aggregate amount of $6,000,000. (15a.) 

The second count repeats the allegations of the first 
and alleges that, by reason of sucli alleged facts, the de- 

* The financial statements for Takara Partners which were cer¬ 
tified by LKH&H and are referred to in paragraph 11 of the com¬ 
plaint are sometimes hereinafter referred to as the “certified financial 
statements.” A true and completc copy of the certified financial 
statements appears at pages 67-8la of the Appendix. 

** It should be noted that the complaint alleges (13a)—and 
the record indicates (57a)—only that LKH&H acted as accountants 
for Takara Partners, not that LKH&H served as “Yamada’s account¬ 
ants,” as appellant charges. [Brief for Appellant Competitive Asso¬ 
ciates, Inc. (“App. Br.”), p. 2.] 
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fendants have “breached their fiduciary obligations toward 
and have perpetrated a fraud on Competitive Capital and 
Competitive Associates.” (16a.) 

The third eount purports to allege a claim under various 
provisions of the federal securities laws—but only against 
defendants Yamada and TAMC. It alleges, in substance, 
tin.. in or about June 1970 defendants Yamada and 
TAMC, in an effort to obtain emplovment as manager of 
the investment activities of Competitive Associates, made 
certain false and misleading representations to Competi¬ 
tive Capital and to Competitive Associates concerning the 
financial condition and recent success of Takara Partners 
and of an entity known as Armstrong Investors.* Speci- 
fically, it is alleged that Yamada and TAMC made the fol- 
lowing false representations: (1) that Takara Partners 
had $6,000,000 in assets and that its net asset value had 
inc-reased by 14.3% in 1969; and (2) that Armstrong In¬ 
vestors had assets in excess of $8,000,000 and its net asset 
value had increased 8.5% during the period March through 
June 1970. It is further alleged that as a result of the 
representations spccified in the third count, Yamada and 
TAMC were employed tc manage a portion of the assets 
of Competitive Associates and during the period from 
October 1970 through May 1971 caused Competitive Asso¬ 
ciates to sustain losses in its portfolio amounting to 
$5,000,000.” (16-18a.) 

The fourth count purports to allege a claim only against 
Yamada, TAMC and Smith. It alleges, in substance, that 
during the period January 1971 through May 1971, said 
defendants, in violat ion of various provisions of the federal 
securities laws, concealed certain information from Com- 
petitive Associates, apparently so that Yamada would con- 
tinue to be retained as portfolio manager for Competitive 
Associates. (18-19a.) The fifth and last count repeats the 

* Although not identified in the complaint, Armstrong Investors, 
S. A., according to Yamada, was au offshore fund managed by 
Yamada. (66a.) 
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allegations of the fourth count aml alleges that, by reason 
of those allegations, Yamada, TAMC and Smith are guilty 
of breaeliing tlieir fiduciary duties to plaintiffs and of 
fraud. (19a.) 

The accounting defendants, in their answers, deny the 
material allegations of the complaint. 

Tiu* Sumniary .lud"ment Motion of LKIf&II 

On February 27, 1974—almost two years after the 
action was instituted—LKil&lI moved pursuant to Fed. 
I?. Giv. P. 56, for summary judgment disinissing the com- 
plaint as to LKH&H on the ground that there was no 
genuine issue as to any material faet and that LKH&H 
was entitled to judgment as a matter of law. (48-49a.) 
The principal basis for the motion was that discovery 
eonducted in the action had established that, contrary to 
the allegations of the complaint, the certified fmancial 
statements of Takara Partners had not been seen by the 
plaintiffs, or anv of their agents, until May 10, 1971, tour 
davs before Yamada was terminated as portfoli« manager 
for Gompetitive Associates, and that hence, as a matter of 
law. plaintiffs’claim against LKII&II was deficient. (38a; 
56-59a; 148a.) 

The evidentiary material submitted in support of the 
motion consisted of two affidavits of Michael Lesch 
(“Lescli”)—a member of the firm of Shea Gould Glimenko 
& Kramer, then attornevs for LKH&H—and certain cx- 
hibits attached thereto which were the product of dis¬ 
covery. (50-81 a; 132-187a.) Basicallv, the Lesch affidavits 
reviewed the facts as disclosed by the discovery proeeed- 
ings. Those facts were derived entirelv from (1) thi^ 
deposition testimonv of Alan R. Markizon (“Markizon ), 
an officer of both plaintiffs, which was taken by LKTI&1I 
(and certain exhibits marked for identifieation at that 
deposition), (2) the testimonv of J. Robert Randolpli 
(“Randolph”), president of both plaintiffs at all relevant 
times, given on May 10, 1971, in certain proceedings before 
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tlie SEC (and cortain exhibits shown to Mr. Randolph 
during such testiinony) and (3) plaintiffs’ answers, 
sworn to September 25, 1073 by Mr. Markizon, to the 
intcrrogatories of LKH&H. (53-54a.) 

All factual assertions set fortil in the Lesch affidavits 
were documented by transcript page and exhibit refer¬ 
ences. Also contained in the Lesch affidavits was an otier 
to snbmit coniplote copies of the transcripts and of the 
exhibits if plaintiffs disputed the propriety or accuracy of 
any factual references or if the Conrt requested. (.>4a.) In 
addition, contained in the body of the Lesch affidavits or 
annexed as exhibits were portions of tlie transcrijits of the 
testiinony of Messrs. Markizon and Randolph and otlier 
documents whicli were considcred to bo of substantial 
importance. 

In contrast to the substantial evidentiary showing made 
by LKH&H, plaintiffs submitted only a four-page affidavit 
of S. Pitkin Marshall, the attorney representing plaintiffs 
in the litigation, who did not purport to have personal 
knowledge of the matters at issue. (92-95a.) Submitted as 
exhibits to the Marshall affidavit were (1) certain pages of 
the deposition of Mr. Markizon taken by defendant Ira N. 
Smith and four additional pages of the Markizon deposition 
taken by LKII&H, (2) page 33 of the testiinony of Mr. 
Randolph before the SEC, (3) a three-page document pur- 
porting to be a list of the general and limited partners of 
Takara Partners, which list plaintiffs claim was attaclied 
to a letter,* dated June 12, 1970, from Yamada to Randolph 
that was an exhibit to one of the Lesch affidavits (GGa) and 
(4) counts 30 and 31 of the complaint in an action entitled 
SEC v. Everest Management Corp. et al.** (96-128a.) lt 

* Mr. Markizon testified that hc had not seen this letter and 
the list of partners until after Yamada was terminated. (127a.) 

** Whatever plaintiffs vicwcd as the relevance of the portions 
of the complaint submitted, it is clear that the complaint was not 
competent material in the present litigation and could not affeet the 
summary judgment motion. 
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is apparent from a revicw of plaintiffs’ suhmission that the 
facts on which LKII&II rolied upon its motion were almost 
entirelv undisputed. In shoit, plaintiffs failed to submit 
any affidavit, deposition testimonv or other competent evi- 
dentiary material containing facts, or from which infer- 
ences could he drawn, disputing the facts relied upon by 
LKII&II. 

Rather than meeting facts witli facts which, as we will 
demonstrate, is the only appropriate way of raising genuine 
issues of material faet under Fed. R. Civ. i*. 56, plaintiffs’ 
attorneys, in their memoranda of law,* posed various 
hvpothetical l'actual possibilities. Despite the faet tliat 
such theories had not even been pleaded, plaintiffs argued 
that the theories, if they could be proved, would estab- 
lish a claim against LKII&II. Plaintiffs did not submit 
any evidentiary support for the theories and, of almost 
equal significance, did not even request additional time 
under the provisions of Fed. R. Civ. P. n6(t) to muster 
that support. Instead, having posed hvpothetical faetual 
possibilities, plaintiffs argued—in mueh the same manner 
as appellant does on this appeal—that LKII&II had not 
negated those possibilities and therefore was not entitled to 
summarv judgment. 

On this record, the Dist riet Coiyt grant ed summarv 
judgment tlismissing the complaint at*.unst the accounting 
defendants. 

The Faets Eslablislied by the Record 

The record reveals that there is no genuine issue as to 
anv of the following facts: In 1670, Competitive Associates 
was an open-end mutual fund whose securities were 
selected for purchase and sale by port folio managers. 
Competitive Capital was the fund manager for Competi¬ 
tive Associates and one of its fimetions was the selection 
of portfolio managers. (54a.) In or about April or May ol 

* Plaintiffs’ Memorandum of Law in Opposition to Defendants’ 
Summary Judgment Motion, pp. 8-9; Plaintiffs’ Answcr to Reply 
Papers of LK.H&H on Motion for Summary Judgment. p. 4. 
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1970, Compotitive Capital decided that the portfolio man¬ 
agers for Compotitive Associates ought to bo changed. 
(.)4a; 106a; 152a.) Mr. Randolph was assignod the task of 
-Uiterviewing prospective portfolio managers and of recom- 
monding portfolio managers to the Board of Directors of 
Compotitive Associates.* Randolph was the president of 
Compotitive Capital from June 25, 1970 to June 30, 1972 
and a memher of its Board of Directors from April 14, 
1971 to June 30, 1972. Randolph was also president and 
ehairman of the Board of Directors of Compotitive Asso¬ 
ciates Irom October 9, 1970 to June 30, 1972 and a memher 
of its Board of Directors during that entire period. (35- 
37a.) 

Yamada was one of the poople wliom Randolph inter¬ 
viewed as a prospective portfolio manager for Competi- 
tive Associates. (54a.) During his interview with Yamada, 
Randolph was told by Yamada that he managed Takara 
Partners, an investmer.t partnership, and that he also 
managed an off-shore fund, Armstrong Investors. (54a.) 
In addition, Yamada gave Randolph a letter dated June 
12, 1970, whicli set fortil eertain financial information con- 
cerning Takara Partners. Specifically, it stated that 
I akara Partners “was up 14.3 r r in 1969, and it is presently 
up o..'!' for 1970’’ and had ass ( >ts of $6 million. The letter 
also stated that Yamada managed “Armstrong Investors 
S.A., an off-shore fund with assets in excess of $8 million.” 
(96a.) 

After receiving the June 12, 1970 letter from Yamada, 
Randolph prepared a write-up about him as well as about 
oa eb of the other portfolio managers who was to bo recom- 
mondcd to the Board of Diroctors of Compotitive Associ¬ 
ates. 1 he write-ups contained eertain biographical in- 

* The evidencc indicates that no one other than Mr. Randolph 
played any role in the interviewing, screening or recommendation 
of Mr. Yamada or ether prospective portfolio managers. (54a- 
56a; 60a.) 
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formation and the financial rosults wliich tho portfolio 
managers had recent ly achievcd. The write-up relating to 
Vamada, like Yamada’s letter of June 12, 1970, stated 
that Takara Partners “was up 14.3 r , in 19(59 and is pres- 
ently up 5.3C for 1970” and that Takara Partners had 
$(5.000,000 in assets. (53a; 109110a; 141a; 161162a.) 

A meeting ol' the Board of Directors of Competitive 
Associates was held on June 25, 1970. At that time, two 
proposod portfolio managers for Competitive Associates, 
including Yamada, were recommended to the Board of 
Directors and were disctissed. The write-up relating to 
Yamada, wliich Randolph had prepared, was presented to 
the Board at tlmt meeting. (109-111a.) The souree of 
the ligures contained in that write-up was the letter of 
June 12. 1970 from Yamada to Randolph. (144a.) How 
ever, the souree of the figures was not disclosed at the 
June 25 Board meeting and, in faet, no one asked for the 
souree. (56a.) At the meeting of June 25, 1970, the Board 
f Directors of Competitive Associates approved the selec- 
tion of Yamada as one of the portfolio managers. (55a.) 

The certified financial statements were not presented 
or oven referred to at the Board of Directors meeting of 
June 25, 1970, and, indoed, the liaine of LKIlwli was not 
oven mentioned at tiiat time. (55-56a; 111a.) Importantly, 
a comparison of the figures contained in the certified finan¬ 
cial statements with the Takara Partners financial informa¬ 
tion given to Randolph by Yamada, and thereafter pre¬ 
sented to the Board in the Yamada write-up, shows that 
the figures are niaterially diflerent.* (60 61a; 67-Sla; 96a.) 

* The certified financial statements indicate that Takara Partners 
had total assets of $4,248,612 as of December 31, 1969—not 
$6,000,000 as stated in the write-up. Moreover, $452,343 is re¬ 
ported as income in the certified financial statements, representing 
an incrcase of 11.9% in 1969, not the 14.3% indicated in the 
write-up. Finally, the performance figure for 1970 shown in the 
write-up could not have come from the certified financial statements, 
wliich covcred only the period up to the end of 1969. (61a; 67-8la; 
161-162a.) 



11 


On October 9, 1970, the proposed retention of Yaraada 
as one of the portfolio managers was approved by the 
shaieholders ot Competitive Associates at a meeting at- 
tended by Mr. Markizon. Shortly after the shareholders 
meeting, on that same day, the Board of Directors of Com¬ 
petitive Associates formally authorized Randolph to enter 
into the portfolio managers contract with Yamada. (56a; 
112-113a; 121-122a; 163a; 165a.) The portfolio manage¬ 
ment contract was executed on October 12, 1970. Between 
June 25 and October 12, 1970, no investigation of Yamada 
was conducted by anyone on plaintiffs’ behalf. (55a; 114a.) 
\ umada acted as one of the portfolio managers from 
October 12, 1970 through May 14, 1971, at which time he 
was terminated by the Board of Directors of Competitive 
Associates. (56-57a; 123a.) 

The faet of overriding importance which was clearly 
established on the record below was that the certified finan- 
cial statements for I akara Partners were not disseminated 
to (‘ilher ol the plaintitfs, or to anv of their agents—con- 
trary to the allegations in the complaint—and were not 
i died upon in any wav by the plaintiffs in the hiring of 
Mr. V amada as a portfolio manager. This follows from 
the tact that the certified financial statements of Takara 
Partners were not seen by any of the plaintiffs’ agents 
until May 10, 1971, when a copy was shown to Mr. Ran¬ 
dolph during his testimony at the SEC. At that time, 
Mr. Randolph testified that he had not seen the certified 
financial statements on any prior occasion. (58a; 146-148a.) 
Similarly, Mr. Markizon testified at his deposition that he 
had not soen the certified financial statements, that thev 
were not presented or montioned at the June 25, 1970 
Board meeting of Competitive Associates and that no one 
employed by Competitive Associates or Competitive Capital 
had seen the certified financials prior to June 1971 (58- 
59a.) 
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Sumniary of Argument 

Defendant-appellee LKlIkll respectfully submits that: 

1. The District Court properly determined that the 
alleged fraud upon plaintiffs was not “in conneetion with 
the pnrehase or sale” or “in the offer or sale” of any 
security by plaintiiTs. The securities transactions effeeted 
by Yaniada on behalf of plaintiiTs occurred after the 
hi ring nf Yaniada and were totally unrelated to the alleged 
frand by LK1IMI. Moreover, sinee il was established that 
the eertified financial staleinents were prepared solely for 
and issued only to the partners of 'l akara Partners, a pri¬ 
vate limited partnership to whieh plaintiiTs did not belong 
and in whieh tliev did not invest, LKII&H's alleged frand 
conld not have been in conneetion with the purehase or 
-•ale or in the offer or sale of securities by plaintiiTs. 

2. The District Court properly determined that it had 
been established tliat plaintiiTs had not relied upon the 
linaneial statenients eertified by LKH&II, as is required 
for a elaim under the federal securities laws in cases, 
as liere, in whieh defendants are alleged to have made 
affirmative misrepresentations. The evidencc established 
thal plaintiiTs did not see the eertified financial statenients 
until May 10, 1071 and did not rely upon tliein in hiring 
Yaniada. 

3. The District Court was correct in dismissing plain- 
tilTs’ state law claims of fraud and breacli of fiduciary 
obligation. Pendent jurisdiction cannot be asserted over 
s u cl i claims when, as liere, plaintiffs’ federal claims are 
dismissed before trial. Tn addition, the evidence estab¬ 
lished that plaintiffs’ state law claims are not tenablc 
because plaintiffs did not rely on the eertified financial 
statenients. 





4. The District Court was correct in granting summary 
judgmcnt against plaintiffs. Facts adduced by LKII&H 
denionstrated that plaintiffs could not provo necessary 
elements of the claims alleged under the federal seeurities 
laws or under state law. Plaintiffs did not come forward 
with anv evidence suflicient to indicate that material issues 
of faet remained for trial and indeed did not seek time 
for further discovcry. Plaintiffs’ assertion of hypothetical 
possibilities was not entitled to any weight on the sum¬ 
mary judgment motion and did not raise any genuine issue 
of material faet. 

ARGUMENT 

POINT I 

Sinre LKlI&H's alleged fraud was not “in connec- 
tion with the purehase or sale” or “in the offer or sale” 
of a seeuritv hv plaintiffs. the federal seeurities law 
elainis against LKH&FI are defeetive. 

The substanee of plaintiffs’ claim against LKH&R 
appears to be that, in reliance on the certified financial state- 
ments, plaintiffs retained Yamada as a portfolio manager— 
not that in reliance on the certified financial statements 
plaintiffs purchased or sold seeurities.* It is clear that, 
even if there were some truth to plaintiffs’ claim, a funda¬ 
mental element necessary to establish a cause of action 
under Rille 10b-5 or under Section 17(a) of the 1933 Act is 
lacking. Plaintiffs have not alleged or otherwise suggested 
that the supposed misrepresentations in the certified finan- 

* While the complaint does not adequately articulate this theory, 
appellant’s brief attempts to correct this deficiency by concluding, 
following some spcculation about causation, that “thus but for the 
acts and omissions of the accounting defendants Yamada would not 
have been retained by Corr.petitive Associates nor ratified by its 
shareholders.” (App. Br., p. 5.) 
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cial statements were made “in conneetion with the purchase 
or sale” or “in the offer or sale” of a security by plaintiflfs, 
as is required under Rule 10b-5 and Seetion 17(a), respec- 
tively.* 

To attempt to satisfy the “in conneetion with” require- 
ment as to LKII&II’s alleged fraud, appellant relies upon 
the alleged seeurities transaetions which Yamada eaused 
Competitive Associates to make during the time that he 

* Rule 10b-5 provides as follows: 

“It shall be unlawful for any person, directly or indirectly, 
by the use of any means or instrumentality of interstate cora- 
mcrce, or of the mails, or of any facility of any national securi- 
tie exchange, 

(1) to employ any device, scheme, or artifice to defraud, 

(2) to make any untruc statement of a material faet or 
to omit to state a material faet necessary in oider to make the 
statements made, in the light of the circumstances under which 
they were made, not misleading, or 

(3) to engage in any act, practice or course of business which 
operates or would operate as a fraud or deceit upon any person, 
in conneetion with the purchase or sale of any security.” (Em- 
phasis added.) 

Section 17(a) provides as follows: 

“(a) It shall be unlawful for any person in the offer or sale 
of any seeurities by the use of any means or instruments of 
transportation or communieation in interstate commerce or by 
the use of the mails, directly or indirectly: 

(1) to employ any device, scheme, or artifice to defraud, or 

(2) to obtain money or property by means of any untrue 
statement of a material faet or any omission to state a material 
faet necessary in order to make the statements made, in the 
light or the circumstances under which they were made, not 
misleading, or 

(3) to engage in any transaction, practice or course of busi¬ 
ness which operates or would operate as a fraud or deceit upon 
the purchaser.” (Emphasis added.) 
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was a portfolio manager. (App. Br., p. 20.) These securities 
transactions, however, plainly do not satisfy the “in connec- 
tion with requirement as to LKII&1I. It is evident that 
these securities transac' ions were entirely unrelated to 
LKH&H s alleged fraud and at the very most were no more 
than a remote consequence of that alleged fraud. There is 
no allegation, and certainly nothing in the record, to 
indicate that the financial statements were certified for the 
purpose of causing plaintiffs to purchase or seli securities. 
^ iewing the allegations most favorably to plaintiffs, the 
certified financial statements were “disseminated” to plain¬ 
tiffs and caused them to hire Yamada—but not to purchase 
or seil securities, which is something Yamada is alleged 
to have done on Lis own. 

Nevertheless, appellant says that it meets the “in con- 
nection with” requirement under the so-called “touch” test 
enunciated by the Supreme Tourt in Superintendent of 
Insurance of the State of New York v. Bankers Life and 
Casualty Co., 404 U.S. G (1971). However, in faet, there is 
no support whatsoever that appellant can derive from 
Superintendent of Insurance for its contention that the 
“in conne *ion with” requirement is satisfied by allegations 
that, after the alleged fraud, a plaintiff has engaged in 
tortuitous and unrelated securities transactions. In Super¬ 
intendent of Insurance, the alleged fraud was direetly 
related to and was effeetuated by means of a sale of securi¬ 
ties, with the Corporation that was issuing such securities 
ultimately being deprived of the proceeds of the transaction. 
In the present litigation, however, plaintiffs did not pur¬ 
chase or sell any securities in response to the purported 
misrepresentations in the certified financial statements— 
there being no claim that plaintiffs invested in Takara 
Partners. Plaintiffs’ claim is, instead, tbat they were fraud- 
ulently induced to hire Yamada. 

Not only is there nothing in Superintendent of Insur¬ 
ance to support appellant’s position, but the cases which 
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have interpreted the “touch” test have rejected the con- 
tention tliat a subsequent adventitious purchase or sale is 
enough to create exposure under Rule 10b-5. Perhaps the 
leading case is Landy v. F.D.I.C., 486 F.2d 139 (3d Cir. 
1973), cert. derned, 42 U.S.L.W. 3394 (U.S. April 22, 1974). 
Landy was an action brought by four purchasers of stock 
of the Eatontown National Bank (“ENB”). ^he cora- 
plaint alleged that the president of ENB, Douglas Schotte, 
had caused the financial collapse of the bank by specula- 
ting witheut proper authorization in securities belonging 
to the bank. Among those named as defendants were the 
brokerage firms which had executed the securities transac¬ 
tions for Schotte and the accounting firm which had pre- 
pared certain financial statements for the bank during the 
period in which the unauthorized trading occurred. The 
Court held that the brokerage and accounting firms could 
not properly be sued under Rule 10b-5 because plaintiffs 
were not persons defrauded by the firms “in connection 
with” the purchase or sale of securities. 

One of the theories upon which plaintiffs in Landy re- 
lied for Rule 10b-5 standing was that they were forced 
sellers of ENB stock by reason of the actual or potential 
liquidation of the bank. TI e aspect of the Court’s opinion 
dealing with the forced seiler argument is direetly on 
point hore, sinee the liquidation of ENB by which plaintiffs 
in Landy claimed that they were forced sellers was, as 
hore, a subsequent fortuitous sale of securities unrelated 
to the fraud charged. In rejecting the argument that the 
potential liquidation could satisfy the “in connection with” 
requirement, the Court stated: 

“Each of these ‘forced selier’ cases possesses 
elements not present in the case before us. . . . In 
each [case], the fraudulent scheme was an integral 
part of the forced sale and the transaction attacked. 
In each, the fraudulent scheme was direetly related 
to and in connection with the forced sale. On the 
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other hånd, in this case, the purpose of Schotte and 
the brokers was not to achieve a forccd sale of the 
bank stock. The alleged fraud of the brokers was 
not in connection with the putative ‘forced sale’ in 
the bank liquidation. PlaintifFs do not allege a 
federal securities law violation in connection with 
the ‘forced sale’ in the bank liquidation. Their 
complaint is directed to alleged fraud of the brokers 
against EXB before they became ‘forced seliers’ by 
virtue of liquidation. To the extent that they are 
or may become forced sellers, it is only because of 
internal corporate management or of possible 10b-5 
fraud imposed upon ENB as a corporate entity. 
Under these circumstances, we do not believe the 
broad purpose of the Act would be served by ex- 
tending standing to these plaintiffs. . . 486 F 2d 

at 159. 

This holding is directly applicable in the present case. 

I laintitfs do not allege that LKH&H’s purpose was to 
<< lise the purehases or sales which Yamada made as port- 
io!io manager. In other words, the alleged fraud involved 
in the certification of the fmancial statements did not touch 
upon, was not “in connection with’’ and, if you will, simply 
had nothing to do with the adventitious purchases or sales 
of securities upon which appellant relies. 

Similarly, Ingenito v. Bermec Corp., CCH [1973-1974 
Transfer Binder] Fed. Sec. L. Rep. 94,548 (S.D.N.Y. 
19<4), is on point. In that case, plaintiffs purchased cattle 
from Black Watch Farms, Inc. (“Black Watch’’), receiv- 
ing ceitificates of title thereto, and simultaneously entered 
mto a maintenance contract with Black Watch. The pur¬ 
chases were generally financed through promissory notes 
payable to Black Watch. The purchases took place in May 
1969 and at other times prior thereto. Black Watch filed 
a bankruptcy petition in September 1970. Plaintiffs claimed 
they were sellers by reason of Black Watch’s bankruptcy 
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petition and that sueli sales met the “in connection with” 
requirement of Rule 10b-5. The Court rejected plaintiffs’ 
elaiin, in part on the ground that the “in connection with” 
requirement was not met since the alleged fraudulent con- 
cealment had 110 connection with Black Watch’s bank- 
ruptcv nor was it for the purpose of eausing it. The 
bankruptey “was only the remote consequence of the 
eventual failure of alleged fraud in connection with the 
holding of securities, not the occasion for fraud in con¬ 
nection with a sale.” CCH [1973-1974 Transfer Binder] 
at 95,893. See Holger v. Larent hol, K reist cin, Horivath 
<(' Horivath, CCH [1973-1974 Transfer Binder] Fed. Sec. 
L. Hep. Tf 94,618, at 96,192 (S.D.N.Y. 1974). In sum, the 
purcliases and sales whicli Mr. Yamada may have caused 
Competitive Associates to make were not “in connection 
with” the alleged fraud of LK1I&H. 

Moreover, as the District Court recognized, the finan¬ 
cial statements certified by LKH&II were issued solely to, 
and prepared for the benefit of, the partners of Takara 
Partners, a private limited partnersliip having only 24 
partners. (68a; 80-81a.) The financial statements were 
not prepared for the plaintins or for the public generally. 
Nor was there anv reason for LKII&H to have expected 
that the certified financial statements would have been 
relied upon or oven of interest to the public generally or to 
anyone otlier than the partners of Takara Partners. In 
contrast to financial statements prepared for a publiclv- 
held company, the certified financial statements for Takara 
Partners (1) were prepared for a limited group and for a 
limited purpose, (2) could not affect the market price of 
securities whicli were publicly traded and (3) were not 
available for public inspection since t’ney were not filed 
with the SEC or with any other governmental bodv. The 
District Court, in articulating these facts and their signifi- 
cance, stated: 

“The pivotal faet is that the December 31, 1969 
Takara Partners financial statements ivere not pre- 



\ 
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pared either for plaintiffs or for the investment 
community in general. The LKH&H certificate on 
the financial statements was addressed to—and 
obviously prepared for—the partners of a private 
fund, Takara Partners. Plaintiffs have made no 
showing to the contrary. 

There is no indication of any basis for holding 
the accounting defendants liable to plaintiffs be- 
cause of the auditing and certification of the Takara 
Partners financial statements for the partners of 
that entity. Nowhere in the complaint, or in any 
afiidavit, or even in the briefs, is there anv explana- 
tion as to how sucli auditing and certification could 
constitute conduct ‘in the offer or sale’ of a 
security to plaintiffs within the meaning of Section 
17(a), or conduct ‘in connection with the purchase 
or sale’ of a security involving plaintiffs, within the 
meaning of Section 10(b) and Rule 10b-5. There 
is no indication that the accounting defendants’ 
auditing and certification of the Takara Partners’ 
financial statements were carried out in any way 
calculated to influence the investing public. . . 
(199-200a.) 

There is ampie authority in recent Federal cases sup- 
porting this determination of the Dishict Court. Essen- 
tially, these cases hold that an accountant who prepares 
financial statements (1) for a limited number of people 
and for limited purposes and (2) which are not reasonably 
calculated to influence the investing public, is not liable 
to persons other than the intended recipients, even if other 
persons in faet see the financial statements and rely upon 
them. The genesis for the rule is the landmark case of 
Securities and Exchange Comr.iission v. Texas Gulf Sul- 
phur Co., 401 F.2d 833 (2d Cir. 1968), cert. derned, 394 
U.S. 976 (1969), in which Judge Waterman wrote: 

“Therefore it seeir. clear from the legislative 
purpose Congress éxpressed in the Act, and the 
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legislative historv of Section 10(1)) that Congress 
when it used tlie phrasc ‘in connection with the 
purehase or sale of any security’ intended only that 
the device employed, whatever it miglit be, be ot a 
sort tliat would cause reasonablc investors to rely 
thereon, and, in connection therewith, so rely ing, 
cause them to purehase or seli a Corporation’s 
securities. . . . 

• * • * 

. . Accordingly, wc hold that Kule 10b-5 is violated 
whenever assertions are made ... in a mannei 
reasonably calculated to influence the investing pub¬ 
lic. ...”401 F.2d at 8G0, 862. 

Since financial stateraents of the sort certified by 
LKIT&1I for Takara Partners are not “reasonably cal¬ 
culated to influence the investing public,” the courts have 
uniformly held, as did the District t ourt liere, that sueh 
financial statements do not give rise to a claim on behalf 
of membcrs of the public generally, oven if such persons 
actuallv see and to their detriment rely upon the financial 
statements.* See Lanihj v. F.D.I.C., supra; Wessel v. 

* As will appear from the cases discussed infra, the courts have 
found that plaintiffs who rely on financial statements which were 
not to be distributed to the public have failed to meet the “in con¬ 
nection with” a purehase or sale of securities rcquirement. 

Wc believe that this may also be charactcrized as a finding of a 
lack of duty on the part of an accountant in such situations to persons 
other than the intended recipients of the financial statements. This 
conccpt of duty is distinet from the notion, now repudiated in the 
federal courts, that strict privity is required to cstablish a cause of 
action for violation of the securities laws. As the Court stated in 
In re Caesars Vulace Securities Litigation, 360 F.Supp. 366, 376-377 
(E.D. Pa. 1973): 

. . [l]t is axiomatic that some legally cognizable relation- 
ship, perhaps akin to the ‘semblance of privity’ concept espoused 
in Joseph v. Farnsworth Radio & Television Corp., 99 
F.Supp. 701, 706 (S.D.N.Y. 1951), must be present between 
the parties beforc liability may imposed. As Judge Friendly 
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Buhier, 437 F.2d 279 (9th Gir. 1971); Caddell v. Goodbody 
(£■ Co., CCH [1973 Transfer Binder] Fed. Sec. L. Rep. 
TI 93,938 (X.D.Ala. 1972). 

In Lamly v. F.D.I.C., supra, the C'ourt granted summary 
judgment to an accountant defendant wko had prepared 
certain financial statenients on which plaintiffs had al- 
legedly rclied in purchasing stock of the Eatontown 
National Bank. The decision was based, in part, on the 
faet that there had been no showing that the accountant 
knew or expected that the financial reports would be 
exhibited to purehasers or sellers of the bank’s stock and 
thus the necessary relationship between any misrepre- 
sentations in the financial staternents and the purchase 
of stock by plaintiffs was lacking. The C’ourt explained 
its determination as follows: 

“Plaintiffs argue on this appeal that it was fore- 
seeable that Burt’s reports ‘would be used as the 
basis for year-end and other periodic financial state- 
ments prepared by the management of Eatontown 
and distributed regularly to its shareholders \ The 
record, however, does not establish that Burt knew 
or expected that its financial reports would be ex¬ 
hibited to purchasers or sellers of EXB stock. The 
initial agreement by which Burt was engaged by 
the bank, dated March 4, 1968, indicated that it was 
to perform a ‘directors examination.’ There is 
nothing in the affidavits and testimonv supporting 
the grant of summary judgment to indicate that Burt 
thought its reports would be used by anyone other 
than the directors. The letter agreement of hire and 
the nature of the services to be performed indicate 


has intimated in SEC v. Texas Gulf Sulphur Co., 401 F.2d 
833, 867 (2d Cir. 1968) (concurring opinion), if this undcr- 
lying concept of privity was totally disregarded, a burden out 
of all proportion to the fault involved might be cast upon any¬ 
one who makes false assertions in the marketplace. . . .” 
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that Burt essentially was to make spot checks at the 
bank to inform the directors of the presenen, if any, 
of irregularities. The conclusion that Burt did not 
expect them to be used in connection xvith the pur¬ 
ehase or sale of EXB stoek is reinforced beeause the 
record does not estahlish that Burt’s figures actually 
were used in the bank’s annual reports or its pub- 
lished financial statements, or exhibited to any of 
the plaintitTs, except Landy. 

None of the directors’ reports was made in a 
manner reasonably calculatod to influence tlie in- 
vesting public There is no proof that any were 
disseminated to the public or that anv investor saw 
them except for Landy, a director and counsel for 
the bank. Burt delivered the reports to the bank 
directors for uses unconnected with stoek issuance 
and there is no proof that anyone else saw them. 
A\ e decline to ext<nd rule 10b-5 to cover Burt’s 
statements by tinding them ‘in connection with the 
purehuse or sale of any ^ocurity.’ ” 486 F.2d at 168 
(footnotes omitted). 

In XVesset v. Buhlei\ supra, the Court aflirmed the 
grant of a directed verdiet in favor of an accountant de- 
fendant. Figures from a financial statement prepared bv 
the j iccountant defendant appeared in a prospectus that, 
according to plaintiffs, contained material misrepresenta- 
tions. Xoting that the financial statements had been pre¬ 
pared by the accountant for uses unconnected with the 
stoek issuance in question, the Court held that therefore 
the accountant could not be found liable under Section 
10(b) or Rule 10b-5. 

“. . . [W]e assume that all three financial state¬ 
ments were misleading. Dospite that assumption, 
no liabilitv under Rule 10b-5 could have been basod 
on those statements beeause there was r.o proof that 






the statements alonc wcre statements ‘in connection 
with the purehase or sale of any seeurity. 

The (iuoted phrase has been broadly construed 
to effectuate Congress’ intent to prevent eorporate 
praetices that are reasonably likely to mislead in¬ 
vestors to their detrimcnt. . . . 

None of the three financial statements was made 
‘in a manner reasonably calculated to infiuence the 
investing public.’ None was publicly disscininated in 
any way. Thore was no evidence that any investor 
ever saw the statements until after the litigation be¬ 
gan. The evidence was that Jordan delivered them 
to the Board for uses unconnected with stock issu- 
ance, and, as far as the evidence discloses, no one 
before suit ever saw them, except the officers and 
directors of RMC and the agendes to whieli they 
were directed. We decline to stretch Kule 10b-5 to 
cover Jordan’s financial statements. ...” 437 F.2d 
at 281-282. 

In Caddell v. Goodbodij cC Co., supra, the Court similarlv 
rejected an attempt to assert liability against accountants. 
In that case the accountant defendant had certified the 
inaccurate financials ot a company (‘‘Goodbody ) whieh 
had negotiatcd an exchange of securkies. Pursuant to the 
exchange, plaintitf sold stock to I lo rida Capital Coipora- 
tion, of which Goodbody was a major stockholder. In grant¬ 
ing the motion of the defendant accountant for summary 
judgment, the Court tocused on the faet that the alleged 
misrepresentations in the financial statements did not lelate 
to the company to wlnch stock was sold, but rather lelated 
only to Goodbody. 

“. . . [S]ome courts have exteiuled liability by 
expanding the class of persons who the auditor 
should know may rely on his statements. The ra¬ 
tionale for such extension is that when an accountant 
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prepares a financial statement for filing with the SEC 
or an exchange, he acts as an independent auditor 
and must know that such statements are used and 
relied upon by the investing public. . . . Although the 
alleged factual situations and theories of liability 
varied, evcrv case cited involved misrepresentations 
as to the net worth of the companies involved and 
transactions in the sliares of the company aboat 
which the financial statement was made. . . . 

The plaintilTs liere urge that this problem may be 
cured by a broad interpretation of the phrase ‘in 
connection with’ of Kule 10b(5)»and cite SEC v. 
Texas Gulf Sul pli ur Co., 401 F.2Æ 833 (2d Cir. 1968), 
and Ileit v. Wcitzni. 402 F.2d 909 ( 2d Cir. 1968), in 
support of that position. There is nothing in those 
decisions to indicate that misstatements about one 
company’s financial condition will create liability for 
a loss from a sale or purehase of another Corpora¬ 
tion’s securities. lt is, in faet, a broad interpretation 
of ‘in connection with’ to hold that financial .state¬ 
ments made at regular intervals and not specifically 
for promoting stock sales are ‘in connection with’ 
every sale of securities to a private investor who 
alleges that he read and relied on such a statement.” 
CCH [1973 Transfer BinderJ Fed. Sec. L. Hep. at 
93,739-93,740. 

App<-llnnt's Conspiracy Tlirory 

Apparently recognizing the impediment which the fore- 
going cases pose to its attempt to establish liability over 
the accounting defendants,* appellant in its brief apparently 

* While plaintilTs below and appellant here have not strenuously 
pressed their purported claim under the Investment Advisors Act, 
appellant does mention that claim at the conclusion of its brief. 
(App. Br., pp. 24-25.) Even if there werc a private right of action 
for damages under the Advisors Act, which we dispute, it is plain 
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charges that a conspiracy existed between LKH&H and 
Yamada to misappropriate plaintiffs’ assets, hor instance, 
appellant ’s brief contains the following conspiracy lan¬ 
guage: (1) “With the knowing aid and participation of the 
acconnting defendants, Yamada enticed investment advisory 
clients by falsely inflating the performance of his showcase 
investment partnership, Takara Partners”; (2) “The in- 
dispensable element in . . . [Yamada’s] scheme, which the 
acconnting defendants unlawfully facilitatcd, was the ma¬ 
nipulation of securities prices and the sale of these securi- 
ties to investors attracted by Yamada’s false reputation 
and performance”; and (3) ‘‘The district court there made 
a faet tinding on the intent of the conspirators ( Yamada 
and the acconnting defendants) and on their purposes in 
falsifying the financial statements, matters hotly contested 
in this action.” (App. Br., pp. 20-21.) 

Appellant’s brief is replete with this type of conclusory 
assertion—for which references to the record are totally 
absent. We presume that the reason for these . lated con¬ 
spiracy charges is appellant’s hope of showing that 
Yamada’s portfolio management activities were ‘‘in connec- 
tion with” the purchase or sale of securities by plaintiffs, 
for which purchases or sales they would like to hold 
LKH&II responsible through a conspiracy. 

Appellant’s effort should be recognized for what it is— 
a mere afterthought laeking in substance—and rejected. 
First, plaintiffs did not plead in their complaint any 
conspiracy of the type that is now suggested by appellant’s 
attorneys* While the first count of tlio complaint does con- 

that there arc no allegations against the accounting defendants which 
could state a claim as to them under §§ 206(1) or (2) of that Act 
sincc, as the District Court noted, there were no acts by the account¬ 
ing defendants “directcd to plaintiffs.” (200a.) Here, too, appel¬ 
lant attempts to overcome the deficiency with broad charges of con¬ 
spiracy. As is shown below, that theory is insubstantial. Moreover, 
plaintiffs’ established lack of reliance is as fatal to their Advisors 
Act claim as it is to their other claims. See Point II infra. 




tain the phrase “in concert,” it deals solely with eoncerted 
action causing the dissemination of the certified financial 
statements to plaintiffs and not with the much broader 
conspiracy proposed on this appeal. (16a.) Moreover, 
the first eount is alleged in the barest conclusory terms and, 
accordingly, is violative of Fed. R. Civ. P. 9(b). Sec 
Passerieux v. Time, Inc., CCII [('urrent Transfer Binder] 
Fed. Sec. L. Hep. 94,805, at 96,680 (S.D.X.Y. 1974); Sloan 
v. Canadian .hivelin, Ltd., CCH [1973-1974 Transfer 
Binder] Fed. Ser. L. Hep. ][ 94,579, at 96,033 (S.D.X.Y. 
1974); Felton v. 1 Valston und Co., Inc., CCH [1973-1974 
l'ransfer Binder] Fed. Sec. L. Hep. H 94,490, at 95,715 
(S.D.X.Y. 1974); Zannnas v. Jagid, CCH [1973-1974 Trans¬ 
fer Binder] Fed. Ser. I.. Hep. (i 94,342, at 95,156-95,157 
(S.D.X.Y. 1973); Washbnni v. Madison Squarc Garden 
Corp., 340 F. Supp. 504, 507-508 (S.D.X.Y. 1972). Finally, 
and we believe most important, there is nothing in the 
record—and in particular, no evidentiary showing tendered 
in opposition to the motion below—which even begins to 
suggest that there is substance to the conspiracy tlieorv. 

In sum, there is no basis for the contention that the 
financial statements certified by LKII&H were related to 
any purcliase or sale of securities by plaintiffs. Accord¬ 
ingly, the determination of the District Court that the 
accounting defendants could not be liable to plaintiffs as a 
result of any misrepresentations in such financial statements 
should be afiirmed. 
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POINT II 

Upon tlie record liere, tlie Distriet Court correctly 
determined thal Yaniada had not heen hired in reliance 
on financial statements certilied hy LK1I&H and, 
accordingly, plaintiffs’ federal claiins againsl tlie 
accounting defendants were properly dismissed. 

The Distriet Court found, on the basis of the evidence 
before it on the summary judgment motion, tbat neither 
of the plaintiffs saw the certified financial statements until 
May 10, 197x, when Mr. Randolph was shown a copy 
thereof during his SEC testimony. (194-195a.) Accord¬ 
ingly, the complaint was dismissed as to the accounting 
defendants for lack of a sliowing of reliance. Appellant 
contends that this was erroneous for two reasons. First, 
appellant contends that, as a matter of law, reliance is 
not an essential element of its claim. Second, appellant 
argues that the Distriet Court’s tinding that lack of reli¬ 
ance had been established is incorrect essentially for two 
reasons: (1) T.KII&TI did not negate the possibilit\ that 
“Randolph, anv director, any adviser to the board of direc¬ 
tors, oi anv shareholder of Competitive Associates . . . 
mav have seen” (App. Br., p. 14) the certified financial 
statements; and (2) the tinding that plaintiffs did not 
see the certified financial statements was dependent in 
large part on the SEC testimony of Mr. Randolph, which, 
according to appellant, should not have been considered 
on a summary judgment motion. All of plaintiffs argu¬ 
ments are without merit. 

A) Reliance Is An Essential Element of Plaintiffs’ Case 

Appellant’s principal contention is that reliance is not 
an essential element of its claim against the accounting 
defendants and that all it need show is “causation-in-fact” 
(App. Br., p. 6), by which appellant apparently means that 
it is entitled to damages if it can prove that “but for” the 
alleged misrepresentations in the financial statements cer- 
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titied by LKII&H, appellant would not have been injured. 
For this contention, appellant relies on Affiliated Ute Citi- 
zens nf Utah v. United States, 406 U.S. 128 (1972) and 
Shttpiro v. Merrill Lynch, Piercc, Fenner (C Smith, 495 F.2d 
228 (2d Cir. 1974). Upon the faets liere, these cases are in- 
apposite. They stand only for the proposition tliat proof of 
relianee is unnecessary in cases involving nondisclosure, 
that is, in cases in whieh the defeiulant has a duty to speak 
but does not. Plainly, it continues to be the law in this Cir¬ 
cuit, and apparently in all otbers, tliat in cases involving 
allegations of misrepresentation, or allegations of ©mis¬ 
sions combined witli rnisrepresentations, relianee is an 
essential element. Sehlick v. Penn-Dixie Cement Corp., — 

F.2d_ (2d Cir. 1974); Rascliio v. Sinclair, 486 F.2d 1029 

(9th Cir. 1973); Landy v. F.D.I.C., supra; Rooth v. Ana- 
ennda ('<>., CCII [1973-1974 Transfer Binder] Fed. Sex. L. 
Hen. 1' 94,106 (N.D. 111. 1973). 

As the Court of Appeals for the Second Circuit has 
very recently stated in Sehlick, supra: 

“This is not a case where the 10b-5 claim is 
based solely upon material omissions or misstate- 
ments in the proxy materials. Were it so, conced- 
cdly there would have to be a showing of both loss 
causation —that the rnisrepresentations or omissions 
en lised the economic harm—and transacticn causa- 
tion—that the violations in question caused the 
appellant to engage in the transaction in question. 

The former is demonstrated rather easily by 
proof of some form of economic damage, here the 
unfair excliange ratio, which arguably would have 
been fairer had tlm basis for valuation been dis- 
closed. Transaction causation requires substan- 
tially more. In a misrepresentation case, to show 
transaction causation a pluintiff must demonstrate 

e 
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that he relied on the misrepresentations in question 
when he entered into the transaction wliich caused 
him harm. . . N.Y.L.J., Nov. 4, 1974, at 6 (foot- 

note omitted). 

Similarly, in handy v. F.D.I.C., svpra, the Court of 
Appeals for the Third Circuit held, as an alternative basis 
for its decision, that plaintiffs’ lack of reliance was fatal 
to their claim. The Court stated: 

“The second reason justifying the entry of sum- 
mary judgment against Gloria Landy, Harry Gross, 
ai:d Freehold Glass is the absence of evidence that 
they relied on any of Burt’s reports. To an extent, 
the reliance requirement is similar to the ‘in con- 
nection with’ requirement. It ditfers by foeusing 
on the state of mind of the victim of the fraud rather 
than th n perpetrator. 

* * # # 

The depositions in this case revealed that none 
of the plaintiffs except for Landy ever saw any of 
the reports prepared by Burt. They have thereiore 
failed to support their allegation of an essential 
element of their cause of action under rule 10b-5. 
Since Burt’s reports to the directors were not pre¬ 
pared for or disseminated to the public or the stock- 
holders, the presumption of reliance sometimes used 
in otlier circumstances when a statement is material 
is inapplicable here. ...” 486 F.2d at 170. 

The essential question, then, is whether this is a non- 
disclosure case as appellant asserts. (App. Br., p. 6.) We 
submit that if there ever was a case involving allegations 
of misrepresentation, as opposed to nondisclosure, this is 
it. A review of the allegations of the complaint concern- 
ing the certified financial statements unquestionablv re- 
veals that representations concerning net income, unre- 
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alized profit, currcnt assets, current liabilities and other 
matters contained in tlie certified financial statements are 
alleged to liave been affirmatively false. (14a.) Wliile we 
recognize that it is also alleged that certain matters were 
not disclosed in the certified financial statements, in vir- 
tually every oase of alleged affirmative misrepresentation 
tliere is an express or implicit allegation of a failure to 
disclose the true facts. Despite the presence of tliat allega¬ 
tion, such cases are misrepresentation cases requiring 
reliance. 

It) Vltsciirr of Kcliacicc by lin* IMainiifis 

Upon the record liere, the District Court determined 
that it had been estalilislied that plaintiffs had not seen 
the financial statements certified by LKH&H until May 10, 
1971, and had not relied upon them in hiring Yamada. 
'194a.) The evidence supporting this determination is not 
only overwhelming, but also wholly undisputed. Never- 
theless, appellant challenges the finding, arguing tliat the 
burden was on the accounting defendants to negate the 
possibility tliat anv one of a class alleged to consist of 
“several hundred” people—“Jerome Randolph, any u.rec¬ 
tor, anv adviser to the board of directors, or any share- 
liolder of Competitive Associates” (App. Br., p. 14)— 
miglit have seen the financial statements in question Ap¬ 
pellant’s argument, however, is pure conjecture and—as is 
demonstrated in Point IV, infra —is insufficient to prevent 
the grant of summary judgment against plaintiffs. Ap¬ 
pellant failed to produce the sworn statement of even one 
member of the class of persons who it suggests miglit have 
seen the certified financial statements.* There is nothing 


* Appellant claims that, as part of his investigation, Randolph 
interviewed “at least one liniited partner of Takara Partners.” (App. 
Br., p. 4.) The only possible source cf support in the record for this 
assertion is the purported list of the partners of Takara Partners, 
which States that Yamada—whom for the purposes of the motion we 
concede Randolph did interview—was himsclf a limited as well as 
a general partner. (99a.) 
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in the record indicating that any sueh person actually did 
see those statements, that he relied on such financial state- 
ments or that, as a result, the financia! statements somehow 
contributed to plaintilTs’ hiring of Yamada. 

In contrast to appellant’s speculations, Mr. Lesch set 
fortil at length in his affidavits the relevant excerpts and 
transcript references from the deposition testimonv of 
Mr. Markizon, plaintilTs’ secretary, and from the testimony 
before the SEC of Mr. Randolph, the president of both 
plaintilTs. Such testimony established (1) that Mr. Ran¬ 
dolph was the only individual who took part on behalf 
of plaintilTs in the screening and recommending of port- 
folio managers and was the only individual who, on their 
behalf, saw the financial statements certified by LKH&H * 
and (2) that Mr. Randolph in faet did not see such financial 
statements until the day of his testimony before the SEC 
on May 10, 1971.** 


* There is no support in the -ecord for the implication that 
others took part in the screening of portfolio managers or that Mr. 
Randolph conductcd merely “the bulk” of the investigation or that 
the investigation was conducted only “primarily” by Mr. Randolph. 
(App. Br„ pp. 4, 13.) Mr. Randoiph did not indicatc that anyone 
other than himself participatcd in the proccss of selecting new port- 
’io managers. (139-148a.) Mr. Markizon’s testimony was even 
e definitive: 

“Q. Was there anyone other than Mr. Randolph who did 
any work whatsocver in connection with retaining Mr. Yamada 
or his firm. Takara Asset Management Corporation? 

A. No.” (60a.) 

**The testimony of Mr. Randolph before the SEC was as 
follows: 

“Q. I will show you a doeument which has previously beea 
marked as Yamada Exhibit No. 24 as of May 5, 1971. 

Have you ever sccn that doeument? 

For the record, I think on some occasions the first live or 
seven pages of this have been circulated separately. We are 
not ccrtain of the back-up materials. 

A. I have not seen that. 
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* 


Moreover, it-is clear from the record that the certified 
fmancial statements wcre not exhibited nor was the name 
ol‘ IjKH&II even mentioned at a single Competitive As- 
soci.-'es directors meeting prior to or even during the time 
that Mr. Yamada was appellant’s portfolio manager. 
(55-59a, 141a, 144a, l(Jl-187a.) Mr. Markizon testified that, 
at the Competitive Associates board meeting of June 25, 
1970 at whieli Mr. Yamada’s retention was approved, the 
on ly fmancial information concerning Takara Partners that 
was presented was that contained in the write-up prepared 
by Randolph, which Randolph had extracted from the Junt 
12, 1970 letter from Yamada. (109-llla.) 

Plainly. having adduced the foregoing undisputed testi- 
mony, it was not incumbent upon LKH&II to produce sworn 
statements from all of the several hundred people sug- 
gested by appellant’s attorneys. 

Q. Well, review it and then make a statement on it. 

Mr. Green: Let’s go ofl the record. 

(Discussion otl the record.) 

Mr. Rode: On the record. 

The Witness: I liave not seen that document. 

Mr. Rode: That is Yamada Exhibit No. 24 of May 5, 

1971, which is the ’69 year-cnd statement for Takara 

Partners. 

By Mr. Rode : 

O. Did you sec anything comparab’e, any kind of a balance 
shcct? 

A. No.” (148a.) 

Mr. Markizon’s tcstimony was consistcnt with that of Mr. Ranaolph. 

"O. To your knowledge, did anyonc at Competitive Asso¬ 
ciates see the financial statements for Takara Partners prior 
to June 1971? 

A. Not to my knowledge. 

* * * 

O. Did anyonc employcd by or associated with Competitive 
Capital see the financial statements for Takara Partners prior 
to June 1971? 

A. Not to my knowledge.” (59a.) 
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C) Propriet}' of tlic Distriet Court’s Consideration of 

tlic Randolph Testimony 

Appellant contends that it was improper for the Distriet 
Court to have considered Mr. Randolph’s SEC testimony 
and argues that sucli testimony was “the cornerstone, the 
only eornerstone, upon which summary judgment was 
built.” (App. Br., p. 17.) The answer to this eontention is 
that (1) the deposition testimony of Mr. Markizon referred 
to ahove was in itself sufficient evidenee—plaintiffs having 
offered nothing at all to the contrary—that plaintiffs had 
not seen the certified tinancial statements at anv relevant 
time and (2) the Randolph testimony was indeed properly 
open to consideration by the Distriet Court upon the mo¬ 
tion. 

Appellant raises several evidentiary objections to the 
Randolph testimony. First, appellant argues that the testi¬ 
mony was not authenticatcd.* This is an objection which 
plaintiffs did not raise in the Distriet Court and which was 
therefore waived. Sproyis v. United Air Lines, Inc., 444 
F.2d 1194, 1200 n. 8 (7tii Cir.), cert. denied, 404 U.S. 991 
(1971); Nnblett v. General Electric Credit Corp., 400 F.2d 
442, 44o (lOth Cir.), cert. denied , 393 U.S. 935 (1968); Auto 
Drive-Away Co. of Hialeah v. Interstate Commerce Com- 
mission, 360 F.~d 446, 448-449 (5th Cir. 1966). The reason 
for the waiver rule is evident: if such objections were not 
waived unless asserted at the time of the summary judg- 
ment motion, the party desiring to use a testimonial tran- 
scrijit would, in essenco, be required to anticipate everv 
conceivable technical objection which an opposing party 
migiit raise on appeal. This is not required, as the Court 


* Appellant combines several objections under this rubric, includ- 
ing that there was no indication that Randolph had been swom, no 
indication that he had signed the transcript, no indication of the inter- 
rogator, and no indication of the reporter or qualifkations of the 
reporter. (App. Br., p. 16.) 
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of Appeals for tlio Fifth Circuit clearly stated in tlie Aid o 
Drirc-Amiy case, supra, at 448-449 (footnote omitted): 

“The defendants made no attempt to contradict 
these facts. Tliey concedc tliat the sole issue is tlie 
sufliciency of evidence to support the summary judg- 
ment. Tliey do not dispute tliat the ICC affidavit, 
party admissions 011 file, and other materials to- 
gether contain sufficient evidence to prove that their 
operation requires ICC authorization. . . . The de¬ 
fendants instead attack tlie admissihility of most of 
tlie materials on wliich the court based its judgment. 
Tliey complain tliat the ICC investigator’s affidavit 
does not clearly show his competence to testify and 
tliat unsworn exhibits accompanied his statement. 
These objections come too late: the defendants failed 
to object to tlie introduction or use of the affidavit 
and exhibits below. An affidavit tliat does not meas- 
nre up to tlie standards of Rule 56(e) is subject to a 
timely motion to striko. Tn the absence of this mo¬ 
tion or other object ion, formal defeets in the affi¬ 
davit ordinarily are waived. United States, for 
Use and Bonefit of Austin v. Western Electric Co., 
i) Cir. 19r>4, 337 F.2d 568; Klinginan v. National 
Indemnity Co., 7 Cir. 1965, .‘117 F.2d 850; 6 Moore, 
Federal Practice H 56.22 [1] & n. 49 (2d ed. 1965).” 

It sliould also be noteil tliat. aside from waiving this ob- 
jection, appellant has failed to refer to anything in the 
record indicating tliat tliere is any substance underlying 
its ob ject ion to the authentication of the testimony. 

Second, appellant objects that the Randolph testimony 
was incomplete in tliat the entire transcript was not sub- 
mitted to the District Court. Surel,', however, plaintiffs 
possessod a copy of the entire Ranui pli transcript and 
had ample op)iortunity to present any portions of the 
transcript wb ; thev felt bolstered their case or related 
to the matters issne; indeed, in their papers upon the 


O 
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motion (93-94a), tliey did bring to the Diatrict Court’s 
attention material on page 33 of the transcript. Moreover, 
in quoting excerpts from the testimony of Messrs. Mark- 
izon and Randolph, Mr. Lesch specifically made the follovv- 
ing offer: “Should there be any dispute as to the accuracy 
of suc" references or should the Court request copies of 
the relevant underlying documents, tliey vvill be furnished 
to the Court.” (54a.) Finally, there obviously is no rule 
precluding a party from adducing on a summary judgment 
motion only portions of a transcript. 

Third, appellant argues that the Randolph testimony 
was hearsay and that there vvas no exception to the hear- 
sav rule applicable. Appellant’s objection ignores the 
undisputed faet that Randolph vvas president of botli plain- 
tiff corporations at the time the testimony vvas taken. 
(36a; 137a.) Ilence, the testimony constituted an admis¬ 
sion.' S pc Morknii v. American Potnsh <f Chemical Co., 
2(58 F.2d 512 (9th Cir. 1959). 

Moreover, appellant’s objection misconstrues Fed. R. 
Civ. P. 5(j(c), vvhicli sots forth vvlmt can be adduced on a 
summary judgment motion. Rule 50fe) providos that svvorn 
statements made on personal knovvledge and containing 
faets admissible at trial may be submitted on a summary 
judgment motion as long as tin* affiant in each case is eom- 
peti at to test i fy as to the facts set forth in his or her svvorn 
statement. Obviously, there is no requiremen.; tnat the 
stvorn slatement itself, as < ontrasted to the laets eontained 
therein, be admissible; affidavits, though not themselves ad- 
missihle in evidonce, can be used on a summary judgment 
motion, aecoiding to Rule 50(o). Tiere, Mr. Randolph’s 
SEC testimony vvas a sworn statement containing facts 
al out vvhieli Mr. Randolph unquestionably vvould be com- 
petent to testify at trial and vvhich vvould be admissible in 
evidonce. Thus, the testimony of Mr. Randolph vvas ap- 
propriate for consideration under Rule 56(e). fire Noth 
v. Scheurer. 285 F. Supp. 81, 83 (E.D.N.Y. 19(18). The 
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cross-examination problem which troubles appellant is, of 
emirse, present witli any affidavit subinitted by a party 
on a sunmiary judgmeut motion and is no impedinient 
to the nse of the allidavit on a sunmiary judgmeut motion. 
Si c liiuico de Espa na v. Federal Reserve Rank, 114 1’ .2d 
4.;,s, 44.', (iM ('ir. 11)40). Furthermore, if plaintitTs had 
really felt tliey were handieappeil by the absence ot cross- 
exaniination. thev shouid at least have invoked the protec- 
tion of Ked. R. Kiv. P. 3ti(f), which plaintiffs did not do. 
l uder Kule 3»>(f), piamtiffs could have obtained a con- 
tinuance of the motion in order to comluct the deposition 
of Mr, Randolph.’* ** 

RIuni v. Camphell. 333 F.Supp. 1220 (1). Md. 1972), 
npon which appellant relies for its argument that the 
Kandolph SEC testimony shouid not have bten consid- 
ered, not onlv fails to support that argument, but is further 
authority for the argument in Point IV, infra, that plain- 
liffs liere failed to make the necessary showing to prevent 
summary judgment. In the Rluni case, the party moving 
for summary judgment objected strenuously to the dist riet 
court about the technical deficiencies of the “deposition , 
something which the plaintifls did not do in the piesent 
litigation. Second the deposition in Rltnn obviouslv was 
not an admission, contrary to the situation liere. And 
third. the party in Bluni opposing the use of the deposition 

* It shouid be noted that Ph up N. Smith, Jr., Esq., did accom- 
pany Randolph at his testimony before the SEC and that the record 
indicates that “Mr. Smith represented Mr. Randolph and the Fund 
at the proceeding." (182a.) 

** jhere is no support in the record for the assertion made by 
appellant in its brief (App. Br., p. 14) that “Randolph’s spccific 
whereabouts were not known to Competitive Associates” at the time 
of the summary judgment motion. Moreover, the implication that 
it was impossible for appellant to locate Randolph is not only with- 
out support in the record but apparently disingenuous, since if 
Randolph was being sucd by Competitive Associates in the federal 
court in California—as appellant States (App. Br., p. 14)—then 
surely he could be locatcd. 







presented facts to the district court showing that there 
was substance to his objections, sometliing which appellant 
has wholly failed to do in this case. Consequently, it is 
clear that Blu in can be of no use to appellant. 

Accordingly, we submit that, on the basis of the record, 
the District Court was compelled to find—as it did—that 
the plaintiffs had not seen the certified financial statements 
and did not rely upon theni in hiring Yamada. 

D) Appellant^ Failurc lo Kstahlisli Causation 

Appellant eontends tliat reliance is not an essential 
•dement of its claim and that it need only establish “causa- 
. m-in-fact.” (App. Br., p. 6.) Even if this were so, 
there aro no facts in the record to support appellant’s con- 
tention that such causation existed with reference to the 
damages that plaintiffs claim to have incurred here. 

The classic statement in this Circuit upon the subject 
of causation is contained in Globus v. Law Research 
Service, lnc., 418 F.2d 1276, 1291 (2d Cir. 1969), cert. 
derned, 397 U.S. 913 (1970), in which the Court of Appeals 
approved the following instruction by the trial court to the 
jury: 

“[T]he plaintiff is required to prove by a fair 
preponderance of the evidence that he or she 
suffered damages as a proxiim l e result of the al¬ 
leged inisleading statements and purchase of stock 
in reliance to them. In other words, the plaintiff 
must show that the misleading statement or omis¬ 
sion plaved a substantial part in bringing about or 
cansing the damage suffered by him or her and that 
the damage was either a direct result or a reason- 
ably foreseeable result of the misleading statement.” 

In its attempt to establish causation in accordance with 
the above instruction, while at the same time avoiding the 
necessity of proving reliance, appellant has belatedly 
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asserled a iar-tetched theory entirely different from the 
c-laim made in the complaint. In the complaint, plaintiffs 
alleged that thej themselves actnally received—and relied 
npon—finaneial statements certified by LKH&H. (13a; 
lba.) In its brief, on the otlier hånd, appellant propounds 
a theory based on the assertion that if the linancia! state¬ 
ments had been accurate, tliey would have disclosed the 
allegedly poor performance of Takara Partners, and the 
partnership . . . 

would not have retained its blue-ribbon niember- 
ship and \ amada would have been regarded as an 
investment advisory failure. Thus but for the aets 
and omissions of the accounting defendrnts Vamada 
would not have been retained by Competitive Asso¬ 
ciates, nor rat i lied by its shareholders. In addition 
had the accounting detendants made the necessary 
disclosures in the later months of 1970 or early 
months of 1971 (’ompetitive Associates would have 
terminated the advisory contract immediately.” 
(App. Br., p. 5.) 


Among the problems 
< 'ourt observed, is that * 


witli such a theory, as the Pistriet 
. plaintiffs have not emne for¬ 


ward witli the slightest factual support for it. The theory 
is presented in the barest conclusory fashion in a memo¬ 


randum ot law.” (198a.) There is simply nothing in the 
record, nor even in the allegations of the complaint, in- 
dicating (1) wlio the investors in Takara Partners were, 
(2) that such investors were especiallv wealthy or well- 
known, f.l) that lakara Partners would have terminated 
Mr. Vamada if the finaneial statements certified by 
LKII&1I had disclosed the true performance of the part- 
nership or (4) that if such finaneial statements had been 


accurate, Mr. Yamada would have been regarded by anv- 
one as an investment advisory failure. There is simpiy 
no factual support for even a single link in plaintiffs’ 
causation theory, inuch less for the theory as a whole. 







Therc is not one sworn statement from any limited or 
general partner of Takara Partners or even from one 
officer, director or shareholder of either plaintiff. Plain- 
tiffs below, and appellant liere, have merely spun a vacuous 
chimera. 

Moreover, the failure of plaintiffs to state this causa- 
tion theory witli specificity in the complaint renders the 
complaint subject to dismissal. 

“Because allegations of fraud made against 
accountants and others whose business depends on 
clients’ trust and conlidence can threaten tlieir en- 
tire professional status, li ule 9 (b) requires that 
plaintiffs set forth more complotely than in an 
ordinary complaint the factual circumstances that 
allegedly entitle them to relief. . . . 

In light of the standards of Rule 9(b), the 
amended complaint of December 29, 1973 laeks the 
requircd specificity, such as with respect to wliether 
plaintiff relied on the alleged false and misleading 
statements and reports, whether the alleged fraudu- 
lent statements were made in eonnection with a 
purchase or sale of a security by him and whether 
the injuries of which plaintiff complains ”-ere caused 
in faet by defendants’ alleged fraudulent activities 
. . . .” Shunt v. Canadian Ja velin, Ltd., supra, at 
96,033. 

Accord. Passerieux v. Time, Inc., supra; Felton v. Walston 
tf- Co., Inc., supra; Zammas v. .Jagid, supra; Washburn v. 
Madison Square Garden Corp., supra. See genendig Segal 
v. Gordon, 467 F.2d 602 (2d Cir. 1972); Shemtob v. Shcar- 
son Ham mili £ Co., 448 F.2d 442 (2d Cir. 1971). 

Accordinglv, we su’bmit that appellant ’s causation 
theory should be disregarded upon this appeal. 
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POINT III 

Plaintiffs* state law claims against the accounting 
dcfendants sliould also be dismissed because tlie Court 
lacks pemlent jurisdietion tliereover and because the 
uud is put ed facts demonstrate that sucli claims are fatallv 
defective as a matter of state law. 

Maintenance in the* present action of plaintiffs’ state 
law claims of fraud and breach of fhluciary obligation is 
predieated solely upon “the principles of pendent jurisdie- 
tion.“ (11a.) As has been sliown hereinabove (Points 1 
and II, supra), LKII&II is eutitled to summary judgment 
dismissing plaintillV claims arising under the federal 
securities laws. Sinee sueli federal claims cannot 1te 
maintained, the claims allegedly arising under state law 
must 1te dismissed as well. It is well settled that whoro 
plaintiffs’ “federal claims are dismissed before trial, even 
tliough not insubstantial in a jurisdictional sense, the 
state claims should be dismissed as well.’’ i nited Mine 
\V orker s v. O ibis, 383 U.S. 71b, 720 (1966) (footnote 
omitted). Accord, ('ublerone Enterprises Corp. v. United 
Artists Theatre Circuit, Inc., 454 F.2d 1292, 1297 (2d Pir. 
1971), cert. denied, 406 C.S. 960 (1972). 

Moreover, the state law claims asserted by plaintiffs 
are fatally defective for reasons set fortil in Point II, 
suprtt. Thus, it is clear that reliance is one of the elements 
that must be proved to establish common law fraud. Jo 
Ann II»mes v. Dworetz, 25 N.Y.2d 112, 119 (1969); Mot- 
thews v. Schusheim. 42 A.D. 2d 217, 221, 346 X.Y.S.2d 386, 
391 (2d Dep’t 1973); Terris v. Cummiskey, 11 A.D.2d 
259, 260-261, 203 N.Y.S.2d 445, 446-448 (3d Dep’t 1900). 
In the present case, the record reveals that plaintiffs 
did not see the certified financial statements until well 
after the omployment of Yamada had taken place and 
also tliat the accounting defendants owed no fidueiarv 
dutv to plaintiffs, who were strangers to tliem. Accord- 
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ingly, no cause of action for fraud or for breach of fidu- 
ciary duty can be based on the alleged misrepresentations 
in such financial statements. See Miller v. Greyvan Lines , 
284 A.D. 133, 130 N.Y.S.2d 378 (4th Dep’t 1934); aff’d, 
308 N.Y. 833 (1955); Ultramares Corp. v. Touche , 255 
X.Y. 170 (1931); Kaydee Soles Corp. v. Feldman, 14 Misc. 
2d 793, 184 N.Y.S. 2d 151 (S.Ct. Monroe Co. 1958). 

POINT IV 

Plaintiffs did nol introdure any evidence in opposi* 
tion to the faets adduced by LKI1&II upon the motion 
for summary jiidginent; accordingly, upon the record 
liere, d'.smissal of lh.» eomplaiul as to the aocounting 
defendants was nianda'ed. 

Points T, II and III, supra, have been devoted largcly 
to a rebuttal of the legal theories proposed by appellant ’s 
attorneys. A more basic reason for rejecting those theories 
and for awarding summary judgment is that not the 
slightest factual support appears in the record for any of 
the theories. Instead, as the District Court emphasized 
in its Opinion (196-197a), plaintiffs have relied solely upon 
hypothetieal possibilities—suggesting things which people 
may have done, or may have known, or may have seen. 
Having postulated these hypotheses, plaintiffs in the Dis¬ 
trict Court, and appellant liere, have argued that LKH&II 
did not meet its burden since it did not negate all of the 
suggested possibilities. We submit that appellant miscon- 
strues the principles governing summary judgment under 
Fed. R. Civ. P. 56 and the relative burdens which those 
principles place upon the parties. We believe that a proper 
application of such principles compelled the District Court’s 
tindings hero and furthermore that appellant’s theories— 
having no support in the record—must be rejected. 

Of eourse, appellant is eorrect in asserting that, on a 
motion for summarv judgment, “ [t]he burden of showing 
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an absence of anv matcrial factual issue is on the moving 
party. . . (App. Br., p. 12.) But the overwhelming evi- 
dence submitted by delemlant BKII&H clearly placed upon 
plaintiffs the burden of coming forward with evidenlial 
material—not just theories or speculation—sufficient to 
indicate that material issnes of faet remained for trial. 
While we do not see how ther ’an bo niueh dispute as to 
this prineiple, in view of appellant’s attempt to plaee 
exaggerated himlens on LKH&ll we believe it is appro- 
priate to review the law. 

Bule 56(e) of the Federal Bules of Civil Procedure 
provides, in relevant part: 

“. . . When a motion for summary judgment is made 
and supported as provided in this rule, an adverse 
party may rot rest upon the niere allegations or 
denials of his pleading, but his response, by affidavits 
or as otlierwise provided in this rule, must set fortil 
specilic facts showing that there is a genuine issne 
for trial. If he does not so respond, summary judg¬ 
ment, it‘ appropriate, shall be entered against him. ” 

As the Courf recently stated in Strother v. Great Notch 
Corp ., 57 F.R.l). 113, 118-119 (D.N.J. 1972): 

“. . . [W]hen a movant comes forward with facts 
showing that his adversary’s case is without merit, 
the party against whom the motion is made cannot 
simply rest upon the allegations of the complaint 
but in turn must adduce factual material ‘which 
raises a substantial question of the veracity or com- 
pleteness of the movant’s showing or presents 
countervailing facts. .. . ’ M 

Accord, Bud v. Lindsai), 4(58 F.2d 287, 291 (2d Oir. 1972); 
Domicil p v. C,uiuii, 487 F.2d 290, 293-294 (2d Oir. 1972); 
Ihdiin Construction Co. v. U.S., 345 F.2d 810, 813-14 (3d 
Oir. 1965). 


/ 







The Court below, in commenting on and rejeeting plain- 
tifTs’ non-evidentiary opposition to the sumraary judgment 
motion, stated: 

“PlaintifTs’ contentions on this motion are with- 
out substance. PlaintifTs suggest that Randolph may 
lutre done more in his investigation of Yamada than 
is shown by his SEC testimony. PlaintifTs suggest 
the possibility that two former directors of Competi- 
tive Associates—Richard Boisel and Robert Sprinkel 
—may lutre kncwn Yamada. ^'laintiffs state that it 
is not known whether Boisel or Sprinkel vtay liare 
seen tlie audited financial statements ot Takara Part¬ 
ners. PlaintifTs suggest that there may have been 
some mention of LKH&H at the Competitive As¬ 
sociates board meetings of June 25, 1970 and Oetobcr 
9, 1970, although the minutes do not reflect, nor does 
Markizon recall, anything of the kind. Finally, 
plaintiffs point out that depositions have not been 
taken of some or all of the people who might have 
knowledge regarding these possible theories. 

Clearlv, this posing of hypothetically possible 
theories on whieli th accounting defendants might 
be responsible to plaintiffs is not sufficient to with- 
staml a summary judgment motion. . . .” (196-197a). 

It is noteworthv that the tactic which plaintiffs use liere 
-arguing tliat some as yet undeposed witness might testi- 
fy as to a version of the facts different from all the testi¬ 
mony to date—was condemned in a recent case involving 
plaintiffs and arising out of the alleged misdeeds of Mr. 
Yamada. Competitive Associates, Ittc. v. Children’s Worhl, 
Ine., CTTI [1973 Transfer Binder] Fed. Sec. L. Rep. tf 94,- 
063 (S.D.N.Y. 1973), involved an action brought bv plain¬ 
tiffs to recover damages from Children’s World, Ine. and 
certain other defendants who participated in that com- 
pany’s issuance of stoek. Although the Court denied de¬ 
fendants’ summary judgment motion because of deten- 
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donts’ insufficient showing, the Court nevertheless ob- 
served witli respect to plaintiiTs: 

. Werc the affidavits the slightest bit eompetent 
or credible, this ('ourt would not hesitnte to grant 
the motion for suinmary judgment dismissing the 
eomplaint as agaiust the moving defeiulants in view 
of the faet that counsel for plaintiiTs failed to put 
these defendants’ liability in issue. Although plain- 
tiffs stated several times that they had not yet de- 
posed the Ckildren’s World directors, they did not 
give anv reason for not having done so. ‘A party 
must either controvert the supporting affidavits or 
explain whv it cannot uresent its version of the 
faets. Any other rule % uld f rust rate the objective 
of Rule 56. ’ Rrtinsky v. Twcntieth Restaurant, lnc., 

207 F. Supp. 412, 415 (K.D.N.Y. 1062)-” CCII 

[1073 Transfer Binder j Fed. Sec. L. Rep. at 04, 274. 

liere, not only did plaintiiTs fail to controvert the faets 
addueed by LKil&II, but plaintiffs did not even offer a 
just i ticat ion as to why they have been unablc to support 
the version of the faets which their attorneys convey. Plain- 
tiffs significantly did not even seck to invol e the provisions 
of Fed. R. Civ. I\ 56(f), which provides: 

“U'tiru Affidavits are Uuavailable. Should it 
appear from the affidavits of a party opposing the 
motion that he cannot for reasons stated present 
by aff lavit facts essential io justify his opposition, 
the court may refuse the application for judgment 
or may order a continuance to permit affidavits to 
bo obtained or depositions to be taken or discovery 
to be had or may make sucli other order as is just.” 

This is not the firgt time tlmt a plaintiff has attempted— 
and failed—to defeat suinmary judgment by citing specula- 
tivo uncertainties and at the same time failing to invoke 
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the provisions of Rule 56(f). In Robin Construction Com- 
pany v. United States, supra, the Court upheld summary 
judgment and stated: 

“The purpose of summary judgment would be 
defeated if a party who has obtained by discovery 
and from affidavits information which he should 
seek to amplify or test by further discovery, merely 
osts on a statement of ignorance of the facts. In- 
deed, subdivision (f) of Rule 50, by affording au 
opportunity for continuance of an application for 
summary judgment so as to perrnit affidavits to be 
obtained or depositions to be taken or discovery 
to be had, indicates that absent su'ffi effort it is 
idle to attempt to shrug off the facts which his 
adversary has presented. As has often been pointed 
out, one who resists summary judgment but does not 
contradict the operative facts in his adversary ’s 
affidavit must utilize discovery, and suspicion alone 
without discovery is not enough. See Schneider v. 
McKesson & Robbins, Incorporated, 254 F.2d 827 
(2 Cir. 1958). It is true that Rule 56(f) also 
authorizes the court in appropriate cases to refuse 
to enter summary judgment where the party oppos- 
ing the motion shows a legitimate basis for his 
inabilitv to present by affidavit the facts essential 
to justify his opposition; but to take advant: gp of 
this provision he must state by affidavit the reasons 
for his inability to do so and these reasons mnst 
be genuine and convincing to tbe court rather than 
merely colorable. It is not enough to rest upon 
the uncertainty which i roods over all human affairs 
or to pose philosophic doubts regarding the con- 
clusiveness of evidentiarv facts. Tn th» world of 
'• speculation snch doubts have an honored place, but 
in the dailv affairs of mankind and the intensely 
practical business of litigation thev are put aside 
as conjectural. . . 345 F.2d at 613-614. 
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And as stated in Strotlicr v. Great Notcli Corporation, 
supra : 

. Plaintiff has not even secn fit to take advant age 
of the ‘safety valve’ of subdivision (t) which enables 
one to present by affidavits ‘reasons . . . l'vhy he 
cannot present by affidavit] facts essential to justify 
his opposition ... [to the motion].’ Accordingly 
for the reasons stated, defendants’ motion tor sum- 
marv judgment is granted, and it is so ordered and 
adjudged, with costs.” 57 h .R.D. at 120. 

Consequently, under long-standing summary judgment 
principles, dismissal of the complaint as to the accounting 
defendants uas fully warranted. 


CONCLUSION 

For the reasons sol forti« herein, tlie determination 
of tlie Distriet Court shonld l»e affirmed in all res|«ects. 

Respeetfully submitted, 

Willkie Faur & Gau.agher 
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